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Senatot Prague, Reptesentative 7.alaski, and distinguished members of the Committec:

My name is Matt Santactocs, Policy Fellow at Connecticut Voices fot Children, a research-based
public cducation and advocacy otganization that works statewide to promote the well-being of
Connecticut’s childsen, youth, and families. Tam here today to testify in support of S.B. 258, An.Adt
Concerning an Tnerease in the Maximum Allowable Unemployment Compensation Trust Eund Balance.

This legislation would take an im orfant ste towards remedyl
Connecticur’s UL financing systein. Federal labot officials genetally recommend that stat¢ trust
funds maintain an AHCM of 1.0, Trust funds with this level of savings \will ensure that the state has
enough money in the bank to pay out one yeat of UT benefits during recession of histotically
average severity. The average high-cost multiple (AHCM) isa cotnmonly-used MEasuLe of trust
fund solvency, using a state’s past petformance to assess the adequacy of cuttent resctves by

comparing {rust-fund savings to histotically high UI benefit payout levels in psevious recessions.

Cutrently, Connecticut law sets 2 trust-fond resetve goal that is eqqual to of greatet than 0.8 percent
of total wages paid by taxable employets in a given yeat. This “resesve ratio” system allowed the Ul
grust fund to remain relatively solvent through emuch of the previous decade, with countet-cyclical
increases in the fund balance tax 1ate used to recoup drawdowns on the trust fund in times of
hjghet-than—normal unemployment — but left Connecticut ill-equipped to withstand the
unprecedented unemployment sputted by the Great Recession.

The AHCM resetve goal provides 2 mote realistic measute of potential liability — and would
repate Connecticut, at least in patt for futate large«scale, recessionarclated drawdowns. Indeed,
only 17 states entered the most cecent recession with an AHCM at ot above 1.0, Of these seventeen
states, all but four were debt-free in the third quattet of 2011, And of these four states, three —
Florida, Arizona, and Nevada — withstood the very worst of the foreclosute crists. In contrast, of
the 33 states that entercd the recession with less than a year’s savings accumulated, 24 Connecticut
among them — have had to bortow from the federal government to stay cusrent oft Ul payments.
Phasing in an AHCM goal of 1.0 js a common Sense fix that would leave uS petter prepated
for future spikes in unemployment.

However, this reform as 2 standalone measute fails to address a oot cause of Connecticut’s cutrent
crust-fund insolvency. Critically, Connecticut’s capacity O accumulate adequate trust fund teserves
s severely limited due to a taxable Wage base that has beent frozen since 1999. Generally speaking,
U1 benefits are paid out as 2 percentage of a wotker's wages — SO as wages i Copnecticut increase
ovet the past decade, 80 {00 did out state’s Hability to potential UT claimants, However the amount
of each employee’s WAges that can be subjected to state UT tax has been capped at $15,000 since
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1999. As a result, employer-paid UI taxes in Connecticut are sevetely misaligned with the wages
they are meant to replace — a situation that left us unprepared for the worst economic downturn in a

lifeime.

In sum, it is essential that Conpecticut take comprehensive action to fix the way it funds
unemployment insurance. By linking employet contribution requirements to the rate of wage
growth in Connecticut — something seventeen states, including Rhode Tsland and New Jetsey,
currently do — the Ul system would be funded at a rate that ceflects the realities of out state’s
economy. Moreovey, these comtmon-sense reforms would reaffirm our commitment t0 2
dependable, affordable UI system for alt workers — not just those cugrently out of a job. Employets
and state government must be equal pattners in restoring solvency and stability to a wotk suppott

that provides secutity to so many in Connecticut.

Thank you for the oppottunity to testify today. For further information, Voices has released a full-
length issuc brief on the unemployment compensation trast fund that provides in-depth analysis of
these points. The brief is attached to this testimony, and is also available on our website,

www.ctkidslink.org.

I look forward to your questions.

Connecticut Voices for Children
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The state-federal unemployment insurance (UI) system is a critical suppost fot the unemployed. Created in 1935,
the Ul system is 2 form of social insurance = contributions arc paid into the system oft behalf of workets, who ate
guatantecd partial and temporaty replacement of wages (unemployment compensation, 0f Ul benefits) if and when
they become unemployed.

The system acts as aft econosmic buffet in petiods of high unemployment, with UT dollars helping to sustain
consutnet demand and supporting the econotnic secutity of working families when joblessness oceuts. In additon,
strong Ul programs ptotect jobless wortkers and impacted communities, and support wotket patticipation in the
economy by <ubsidizing employment searches duting times of unemployment and teducing the yisk of job loss.

Today, with nearly 150,000 unemployed wotkets i Connecticut,3 out state’s UL system is an especially impottan
suppott for wotking familics. Neatly 50 percent of Connecticat’s unemployed have been out of work for st
months of mote — the 5" highest rate of long-term unemployment in the countey; the outlook is far WOrse€ fo
Latinos, African-Americans, and the least-ﬁad\:lcated.4 And as mote and mote families edge towards econom
insecutity, unemployment compensationt s an incteasingly jmportant source of income. Indeed, in 2010, U benefi
kept an estimated 45,000 people out of povetty in Connecticut”’ Howevef, the UT trust fund is increasingly unstabl
placing this crucial benefit in jeopardy ata time when working families can least afford it.

As Connecticut’s unemployment insurance trust fund faced unptecedented demand during the recession, it beg
paying out benefits at a rate fhat far excceded that at which employets wete paying into the system — leading t
state Department of Labor to declare the fund insolvent in October of 2009. Since then, the state has had
bosrow over $800 million from the federal government just to stay curtent on legally-obligated Ul paymet
Although out situation is not unique — s many as 30 othet states have had to borrow from the federal governm
to fund their Ul systemsc' it is ctitically important (hat the state take steps to restote solvency to the system Wl
maintaining this critical work suppott for families across Connecticut.

This issue bricf will be divided into thtee parts: Fiest, it will provide an overview of how anemployment insuran
funded in Connecticut. Second, the tepost will trace the stability and solvency of Connecticut’s UT trust fund ¢
the course of the recession, and the costs of an insolvent systen. Finally, after outlining two relevant solv
coform efforts from other states, it will propose 2 series of common-sense modifications  that could

Connecticut’s Ul system o1 fiemer footing in the years ahead.
Financing Unemployment Insurance in Connecticut

In Connecticut, as it much of the United States, the Ul systei is notmally funded by employets who pay taxes
the Unemployment Compensation Trust Fund (hercafter, the “Ul trust fund”). The amount 2 Connecticut

employet pays in UT taxes consists of a percentage which is the sum of a) the individual employet’s Experienice
Rate, calculated as 2 ratio of total benefit payments charged to the employet’s account during the past three ye
relative to the total taxable wages paid by the employer during the same petiod, and b) the Fund Batance Tax ]

This rate varies yeatly and is Jevied putsuant to 2 statutoty requitement that the balance it the trust fund equal
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petcent of fhe total wages paid to workers by conttibuting employers duting the last fiscal yeat.T The Fund Balance

"Tax Rate stood at 14 percent in Py 2011. Figutel Jlustrates the formula used to calculate employet contributions

in Connecticut.

Fig. 1: Benefit-ratio Employet Contribution Formula

A key element of state UL financing mechanisms is the «eaxable wage base,” Of the amount of each employee’s

wages that can be subjected to state unemployment taxes. In Connecticut, the taxable wage base is capped at

$15,000, and has been set at this amount since 19992 Asa result, the percentage of total wages subject to Ut

taxation has dropped (see Fig. 2) while wages covered by UL in Connecticut continued to climb. The ratio of
raxable wages to total wages stood at 27.3 percent in the first quatter of 2001; by the fisst quatter of 2011, this ratio
stood at 20.1 percent — 2 26.3 percent decline over ten years. Ovet the same time period, total wages increased BY

neatly 25 petcent?
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Fig, 2. Source: CT Voices for Children analysis of US. Department of Labor state program data

Connecticut is one of 18 states in the countty that utilize the “henefit-ratio” formula to determine empl
contribution rates, shown in Figure 1 above as the “experience tax rate” The benefit-ratio formula can be
simply as penefits charged divided by payroll. The benefit-ratio system rests on the assumption that if
employet pays @ cate which apptoximates his benefit ratio — Of, how much he «costs” the Ul system relative t

size of his payroll — the program will be adequately financed.



Measuring the Insolvency of Connecticut’s Ul Trust Fund

ticut from 5.7 tO 8.1 percent between 2003 and 2009, Connecticut’s

When unemployment spiked in Connec
placed undet an unprecedented degree of stress began to pay out

anemployment compensation grust fund,
exponcntially more in Ul benefits than employers wete paying i, On Octobet 13, 2009, the rrust fund was officially

declared insolvent by the Connecticut Department of Labot."

1,600000 7 CT Unemployment Compensation Trust Fund, 2006-2011
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Fig. 3. Source: CT Voices for Children analysis of U.S. Departmaent of Labot state PLOBram data
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catly patt of 0008. Bxpenditures began to greatly outpace revenues in late 2008, leading to 2 draining of the ©

fund reserves and the Octobet 2009 insolvency declaration. 11 order to stay cusrent on its legallyarequi

anemployment compensation payments, Connecticut Was forced to begin bortowing from the federal governin
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and is now oneé of 27 states doing so-
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at $809,876,000.”

Costs of an Insolvent Unemployment Trust Fund

The American Recovery and Reinvestment Act, known as ARRA, waived interes

federal loans until Decembet 30, 2010, but since this date, interest has been accruing,

Depattment of Labor, intetest costs that came due on

on August 1, 2011, all tax-paying employets were billed for a “special assessment” solely to pay

on federal bortowing (up to $25.50 pet employee).” In addition, Connecticut employers are subject to an increase in

Because Connecticut

their Federal Unemployment Tax (FUTA) payments.

consecutive Januaty 1sts and is still borrowing, employers paid an additional $21 per emp
2011; employers will see this tax increase an additional $21 per yeat un

towards restoting solvency.”

Figure 4 mote fully illustrates the critical role federal loans have played in shoting up Connecticut’s unemployment

compensation system. In the third quarter of 2011, Connecticut’s unemployment compensation loan balance stood

t payments of Connecticut’s
Accotding to the Connecticut
Octobet 1, 2011 totaled approximately $40 million. Statting

the costs of interest

has had a loan balance on two

loyee in FUTA taxes in

4l there has been substantial progtess made

The following table reflects the CT Depattment of Labor’s most recent projections for total intetest costs and

additional FUTA taxes into 2015

Yeat Annual Intetest Costs Annual FUTA Credit Total Costs to
Reductions” Employers
2012 $31 million $30 million $61 million
2013 $25 million $60 million %85 million
2014 %10 million $90 million $100 million
2015 $0 $120 million

Turning Back the Clock: Trust Fund Solvency before the Recession

These’s little doubt that Connecticut’s upemployment compensatiofnt s
shaky ground. Howevet, in otdet to fully anderstand the root causes O

look at the health of the trust fund in the run-up to the recession.

First, a brief explanation of the main measure of historical trust-

the “average high-cost multiple,” hereafter abbreviated as the AHCM. A co
AHCM uses past perfosmance fo ASSess the adequacy of current ¥escives by

historically high UI penefit payment levels in ptevious recessions.

Federal labor officials gencrally recommend that state trus
Jevel of savings that will ensute the state has enough money
duting a recession of historically-average severity.”’ Similatly,
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gh-Cost Multiple, Ath quarter 2007

1.0 AHCM = tevel of savings needed
to pay out Ut benefits for 1 year
during recession of historically
average severity.
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Fig. 5. Souce: CT Voices for Children analysis of U.S. Department of Labot state program data
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Figure 5 illustrates the fiscal outlook fot the 50 state unemployment compensation reust funds in the 4% quartet O
2007, just before the recession hit. All in all, only 17 states entered the cecession with an average high-cost multipk
at ot above 1.0. This matks a sharp downturn i states’ ptepatedness for this recessioft compared to past — and les
severe — downturns. In 2000, for instance, some 30 state trust funds had an AHCM of 1.0 of greatef; in 1989, 3
dia? On avetagt, state trust funds had enough of hand to pay out about 9 months of UT benefits —an AHCM «
0.77. Howevet, 22 states had AHCM of 0.5 or below — among these states, the average AHCM was 0.29, enouy
for only about 3 months of U1 ];myments.22 Of the 17 states that had an AHCM of 1.0 ot preater during the
quarter of 2007, all but four were Jebt-free in the third quarter of 2011, And of these four states, three — Floric
Nevada, and Atizona — withstood the very worst of the foreclosure crisis.? In contrast, of the 33 states that entet
the recession with less than 2 yeat’s savings accomulated, 24 — Connecticut among them — fhave had to bortow frc

the federal governiment to stay current on Ul payments.?‘4

CT Trust Fund Solvency, 2001-2011
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Fig. 0. Source: CT Voices fot Children analysis of U.S. Department of Labot state program data



On the eve of the Great Recession, Connecticut’s trust fund stood at the middie of the pack selative to the 50 states
_ with an AHCM of 0.54 in the 4™ quartet of 2007. However, since peaking at 0.96 AHCM in 2001, Connecticut’s
seserves steaddly dwindied dusing the cecession of the eatly 2000s and failed to retarnt to this level even during the
mid-decade boom years of 2004-2007 (see Fig 6), thanks to slow job growth and inadequate financing mechanisms-
The middle of the decade saw 2 sluggish labor enatket recovery in out state, with employment peaking in 2008 at a

level that only slightly exceeded the previous highs registered in 7000. By compatison, the countty as a whole

entered the GGreat Recession having cecovered three times the numbet of jobs 10st in the early-decade downturn.”

Although the AHCM is a nationaﬂy-tecognized and widely-used measute of trust fund solvency, the statutes
governing Connecticut’s Ul system do not employ this metric. As mentioned above, the cutrent goal for trust fund
solvency is a balance equal to or greatet than 0.8 petcent of total wages paid by taxable employers in a given yeat,"“
and this ratio determines the fund balance tax rate component of the employer contribution (sec Tig 1 above).”
The fund balance tax fate, capped at 1 4% of taxable wages, Was the primaty method the state used to recoup the

trust fund balance and restore solvency duting cyclical dowaturns through much of the previous decade (see Fig. 7)

- a method that proved inadequate duting the most tecent recession.

Ul Reserve Ratio, 2001-2011
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Fig, 7. Source: CT Voices for Children analysis of US. Department of Labor siate prograin data

Taken as a whole, the current approach to Ul financing in Connecticut ensuted relative solvency from 2001 u

the recession began to clamp down on the state’s economy in 20087 However, 1t is also apparent |

Connecticut’s UT system was unprepared for 2 downtutn of the depth, severity, and dutation of the recessiof
2007-2009, and the stagnant labot market conditions that persist to this day. Through much of the preceding
yeats, fluctuations in employment dsiven by the business cycle resulted in cortesponding drops in the trust §
balance. But 28 demonstrated above, 2 retrospective analysis of key solvency measutes calls into question the ak

of Connecticut’s Ul system to withstand a latge-scale, secession-telated drawdown.



Two States, Two Apptroaches to Stability: Rhode Island and Colorado

As noted above, some 30 states have had to borrow from the federal government to stay cutrent on Ul payments.
And as interest payments come due on the federal loans, putting evenl greatet steain on fiscal resources that ate
already stretched thin, policymakets in many of these states have placed 2 ptiority on system-wide reforms that are
geared towatds mote sustainable trast-fund projections in the medium to long run.

Two states — Rhode 1sland and Colorado — have taken significant steps to address the long-term solvency of their
UT trust funds through financing reforms. Like Connecticut, both states entered the recession unprepared to absorb
the demand on Ul reserves sputred by the recession.

Colotado’s UT solvency measute, H.B. 11-1288, was introduced in the state legislature with bipartisan co-
sponsosship. The law, based on a set of tecommendations set forth by a wotking group convened by the state’s
Depattment of Labot, includes 2 seties of adjustments and increases to employet ptemiurn rates, and importantly,
both raises and indexes the state taxable wage base 10 reflect wage growth beginning in 2014.” The bill passed

ananimously in both the House and Senate, and was packed by both the National Fedetation of Independent
Businesses (NIFIB) and the AFL-CIO.”

Aside from increasing the caxable wage base and indexing it to averages wages in the state, the Colorado bill creates
A new fund balance tax fate schedule designed to generate mote revenue duting solvency and reduce the butden to
employers during insolvency and puts in place a “premium credit” designed to ceward employets with positive
experience history (that is, those who have paid more into the system than they wete chatrged in benefits).”!

In Rhode Island, legislators paited a set of teforms to the state’s U financing mechanisms with 2 series of
adjustments t0 benefit calculation and eligibility detemination. Amid unusually high unemployment, projectec
fund insolvency until at least 2017, and a frozen taxable wage base, Asticle IV of the state’s FY 2012 budget reflect:
the ptoposals of the Rhode Island Employment Security Advisory Council. Specifically, Asticle IV eliminates the
cusrent taxable wage base and replaces it with an adjustment based on the average annual wage that is phased it
ovet three yeats. In addition, the bill raises the raxable wage base for the highest—tated employets {0 $3,000 abov

the taxable wage base fot all othet ernployersn.

In addition, Rhode Island made a series of changes to benefit calculation and eligibility standards, Howevet, unlik
Connecticut, Rhode Island’s UT benefits as compated to average wages are extremely generous — second-highe
nationally in the third guatter of 2011.%

Altogether, the revenue adjustments contained in Rhode Tsland’s solvency measule will result in about $7 million
new annual fevenue, and will put the state on track to repay all outstanding federal Ul loans by 2015. Futther, wh
combined with the benefit and eligibility ceforms also in the bill, these changes will create UT trust fund resexve
%443 million by 2020.%*

Connecticnt’s SB 988

Ta 2010, a trust-fund solvency measute (Senate Bl 988, An Aot Concerning the Solvency of the Unesmployment Compensa
Trust Fund) was introduced in the Connecticut General Assembly on behalf of the state Depattment of Labor. "
bill would have changed the statutory reserve goal from 0.8 petcent of total wages paid by tax-paying employet
an AHCM of 0.5, with this goal increasing by 0.1 percent each yeat from 2012 to 2018, when the goal AH
reaches 1.0, The bill received bipartisan suppott in the state Senate, but was nevet brought to a vote in the Hou
While this bill would have taken the important step of increasing the state’s fund solvency goal, it failed to inct
the capacity of the state to taise additional funds to meet this new standard — and therefore would have
alleviated the structural inadequacy of the current U1 financing mechanist.



The Road to Solvency: An Action Plan for Connecticut
On the whole, it is clear that Connecticut’s UT trust fund is in need of swift and meaningful reforms. Histotic,
recession-driven unemployment drastically depleted the trust fund resetves, forcing the state tO botrow from the
federal government and incteasing taxes on employers. Motcoveh Connecticut’s capacity tO dig out of the current
hole — and to prepate for the next tecession — is limited at best. \Without adjustments to the way Ul is funded in
sur state, we will be just as unprepared for future cconomic downtutns as We wete fot the current one.

with a set of secommendations to mMOve Connecticut closes O solvency while protecting this
¢, it is important to see whete our system stands relative to the 50 states. DY benchmartking our
will be better-equipped to assess the systems strengths and

Before proceeding
critical work suppot
state across a series of relevant national indicatots, We
weaknesses — and oppottunitics for improvement.

As illustrated in Fig. 7, Connecticat’s Ul-related taxes are
smiddle-of-the-pack when stacked up against the 50 states.

Fig. T: Benchmarking Connecticut’s Ul System
While Connecticut hoasts the third-highest average weekly

State taxable w2
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jow; UT recipients in some 44 other states s€¢ their wages seplaced at higher rates. In Rho

rate,” 1s strikingly
the average weekly benefit amount it the second quattet of 2011 stood at 44,3 percent of |

Island, for instance,
average weekly wage ~ second highest nationally.”

asy to see why Rhode Island enacted substantial benefit reforms as patt of theit Ul solve

In this light, it is ¢
efforts, with an unemployment fate and benefit payouts that both far outpace national averages. Howevet,

analysis of Connecticut’s UL system i the confexct of the 50 s1ales leads us to the following conclusions:




Recommendations

Broadly speaking, policy actions regarding UL solvency should be rwofold: First, immediate action should be taken
to bolster trust fund reserves in the shott term and reduce ot climinate the special assessment o employers
currently needed to service the state’s outstanding fedesal loans. Second, the state taxable wage base should be
indexed to Wages, bringing trust fund tevenues into closes alignment with the state’s economic situation and
ensuring the trust fund is better prepared for futute economic downturns.

Specifically, the state should consider the following changes to the Ul system:

I. Establish a higher solvency goal of 1.0 AHCM, phased in ovet five years. If implemented immediately, the
AHCM would increase the state’s resetve balance goal from 3600 million to about $1.2 billion.” In the long run,
the AHCM formuia would bettet prepate the state for increased benefit payouts during future recessions.

11, Increase the taxable wage base, and in the first year after solvency, index the taxable wage base to average
annual wage. Last yeat, the Connecticut Department of Labor projected that increasing the taxable wage base to
$20,000 in 2012 and raising it in $1,000 annual increments unti maxing out at $26,000 in 2018 would reduce intercst
costs by about $40 million, and would eliminate some $210 miliion in federal unemployment tax incxc:ztses.40
Seventeen other states currently index the taxable wage base — and of the sixteen that did so before the recession,
mote than two-thirds (cleven states in total) have avoided the need to botrow, and the associated costs {0

cmplo}rets.“

111, For employers with the highest expetience rating, establish 2 higher taxable wage base and increase the
fund balance tax rate. In Rhode Island, a similar proposal was expected to raisc an additional $3.1 million in
annual revenue.”

In the eatly 1990s, Connecticut was faced with a similar Ul insolvency crisis. The eatl - decade economic
contraction resulted in a spike in those claiming UI benefits, draining the trust fand and forcing the state to botrow
to cover payments to those out of work. In response to this ctisis, Connecticut took steps to increase its taxable
wage base—then only §7,1 00-—in increments, topping out in 1999 at the cutrent $15,000 level. However, this
veform effort failed to make the permanent, structural changes to Ul financing that would have helped us withstand

the most severe economic crisis in a lifetime.

Tt is essential that Connecticut not fall short yet again. By linking employer contribution requirements to the rate of
wage growth in Connecticut-——something seventeen other states, including Rhode Istand and New Jetsey, currently
do-—the Ul system would be funded at a tate that reflects the realitics of out state’s economny. Moreover, these
common-sense reforms would reaffirm out commitment to 2 dependable, affordable UT system for all workers—
not just those currently out of a job. Tmployers and state government must be equal pattnets i restoring solvenc
and stability to a work support that provides secutity to so many in Connecticut.
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